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Abstract

The Risk-Adjusted Return on Capital (RAROC), as a modern performance measure, is introduced in comparison to
traditional performance measures and has been calculated for all the banks listed on the Tehran Stock Exchange and Iran
Fara Bourse, based on a new method extracted from earlier studies. The research period is 8 years, from 2012 to 2019.
Assessing the effect of macroeconomic variables on this performance measure is another aim of this research. In doing so,
RAROC has been estimated by using the Net Income, Expected Loss, and Supervisory Equity of banks. At the next stage,
some macroeconomic variables have been selected to run the model. The impact of these variables on RAROC is
investigated by a Multiple Linear Regression Model and Panel data analysis. Based on the results, the Inflation rate, the
growth of currency exchange rate to Consumer Price Index (CPI) ratio and Liquidity Growth affect RAROC. Except for the
inflation rate which has a reversed effect on the dependent variable, others have a straight impact on RAROC.

Keywords: Risk-Adjusted Return on Capital (RAROC), Loss Given Default (LGD), Recovery Rate, Macroeconomic
Variables, Banks.

Introduction

There are different kinds of common performance measures in banks. However, the impact of different types of risks is not
considered in most of them, such as return on asset (ROA), return on capital (ROC), and return on equity (ROE).
Consequently, these measures are not proper for performance evaluation in banks regarding the complex structure of banks
and their huge impact on the whole economy. In this research, the Risk-Adjusted Return on Capital (RAROC) which is
known as a contemporary performance measure, especially in banks, is compared to other performance measures, like return
on assets (ROA), return on capital (ROC), return on equity (ROE), Return on Risk-Adjusted Capital (RORAC) and Risk-
Adjusted Return on Risk-Adjusted Capital (RARORAC).

Method and Data
The Risk-Adjusted Return on Capital (RARQC) is calculated for all the banks listed on Tehran Stock Exchange and Iran Fara
Bourse, using different methods based on which have been extracted from earlier studies. Therefore, the appropriate model is
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chosen among them regarding the information restriction. In doing so, the net income of these banks is extracted from their
Income Statement by subtracting the whole expenses from the whole revenues of banks. The expected loss is estimated by
the probability of default, loss given default, and exposure at default based on the model of research. For probability of
default, the ratio of non-performing loans (NPL) is used. For calculating the exposure at default, the amount of net loans is
used, and finally, for calculating loss given default, the recovery rate is utilized based on new studies in this area. After that,
although there are two different ways of calculating the capital (economical capital and supervisory capital), the Supervisory
Capital of banks is chosen, based on preceding studies, and that is extracdddfoam bank’’ farancaa aazemenss baeed on the
instruction issued by Central Bank of Iran. Considering this information together, the RAROC s calculated for all the banks
listed on Tehran Stock Exchange and Iran Fara Bourse. Although the researchers had planned to run the model for a longer
period, the research period has been limited to 8 years, from 2012 to 2019 because of a lack of data in calculating some
important indicators. At the next stage, some macroeconomic variables are selected to run the model which are inflation rate,
the ratio of the currency exchange rate to consumer price index (CPI), and liquidity growth. The impact of these variables on
Risk-Adjusted Return on Capital (RAROC) is investigated by a multiple linear regression model.

Findings

Based on the findings, among macroeconomic variables, inflation rate, the ratio of the currency exchange rate to consumer
price index (CPI), and liquidity growth affect RAROC. Except for the inflation rate which has a reversed effect on the
dependent variable, others have straight impacts on Risk-Adjusted Return on Capital (RAROC).

Conclusion and discussion

In conclusion, the more the inflation rate will be, the less Risk-Adjusted Return on Capital (RAROC) listed banks on Tehran
Stock Exchange will possess. On the other hand, the higher ratio of the currency exchange rate to consumer price index (CPI)
and liquidity growth is, the higher the Risk-Adjusted Return on Capital (RAROC) is. To sum up, it could be recognized that
some macroeconomic variables could have an impact on this new performance measure in banks. It means that, although
Risk-Adjusted Return on Capilll AAJ))) ))cuudes nmnnal indaaaoss nnbank’” faranclll aaanmen,,, [¢duddbe afeefdddby
external macroeconomic variables as well.
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Figure (1). RAROC in Iranian banks
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Figure (2). Regression Result of Model Estimation
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